Abstract. This paper studies the effects of international capital market integration on welfare and the speed of adjustment in a two-region endogenous growth model. Monopolistic firms undertake research and development (R&D) to improve their productivity level. National and international knowledge spillovers affect the returns to R&D. The two countries differ with respect to the initial productivity level and R&D capability (which is a proxy for human capital and structural policies). Longrun productivity gaps are determined by the difference in R&D capability. Over time, there is conditional convergence in productivity levels. The speed of convergence is larger with integrated international capital markets than without. Long-run gaps in consumption levels are larger in the former situation than in the latter. Capital market integration harms (benefits) the leading (lagging) region if domestic spillovers are more important than international spillovers and differences in R&D capabilities are small.
Introduction
One of the central questions in debates about international economic relations and policies is what allows countries with relatively low income to grow at a relatively high rate of growth so that they can catch up with the richer countries. Europe had been successfully catching up with the US during the decades following the second world-war, but since the late 1990s
The author's research is supported by the Royal Netherlands Academy of Arts and Sciences. He thanks Lucas Bretschger, Theo van de Klundert, and Richard Nahuis, Thomas Steger, and Helmut Wagner for comments on an earlier version. IEEP (2004 ) 1:173-194 DOI: 10.1007 International capital market integration: Implications for convergence, growth, and welfare European policy makers have been concerned about the fact that the convergence process came to a halt and that European income levels failed to fully converge to those in the US. Within Europe, similar questions arise. The single market program was intended to spur growth and convergence within Europe. Yet, structural differences weaknesses of lagging regions have been considered as obstacles in the convergence process. The extension of the European Union to Eastern Europe has been expected to speed up convergence of income and productivity levels between ''Old'' and ''New'' Europe, but debates continue about how far convergence will go and who will gain most from the integration process. On world level, liberalization of capital markets since the 1980s has increased world capital flows, supposedly financing investment in capital-scarce regions and thus stimulating convergence. However, it has also raised concerns about globalization and its effects on welfare.
In this paper, I present a two-region endogenous growth model to study the following type of questions. Under what conditions do income levels in rich and poor countries converge, and how fast? How is regional growth affected by capital market integration? What are the welfare effects from faster convergence and international integration? I study how rates of convergence are affected by the presence of international capital markets, by international goods market conditions, and by structural differences between regions. In particular, I contrast two regions that start with different productivity levels and that differ in their structural innovation capability. The latter can be the result of differences in human capital levels and schooling policies, innovation policies or infrastructure, or, as it has been coined (cf. Furman et al., 2002) , differences in the quality of national innovation systems.
The model in this paper is a two-region model of endogenous growth based on in-house R&D. There is a given number of firms. By spending on R&D, each of them invests in firm-specific knowledge, which determines their productivity level. The cost of R&D depends on the firm-specific knowledge stock, as well as on national and international average knowledge stocks. The latter two determinants capture intertemporal knowledge spillovers and result in the familiar research externality, which makes firms invest too little in R&D.
The main results are as follows. Long-run productivity gaps are determined by the difference in R&D capability. Over time, there is conditional convergence in productivity levels. The speed of convergence is larger with integrated international capital markets than without. Long-run gaps in consumption levels are larger in the former situation than in the latter. Capital market integration harms (benefits) the leading (lagging) region if domestic spillovers are more important than international spillovers and if differences in R&D capabilities are small.
The topic of convergence has received a lot of attention in the theoretical growth literature. Two strands stand out in this literature. The first strand focusses on growth driven by (human) capital accumulation with one final good produced only and perfect competition. A distinction should be made between closed and open economies. Closed economy models predict convergence between rich and poor countries as long as there are diminishing returns with respect to reproducible capital. Poor countries have low levels of capital and realize high rate of return to investment so that they grow relatively fast (Barro and Sala-i-Martin 1995) . If there are constant returns to
